University of Mississippi

eGrove
Proceedings of the University of Kansas
Symposium on Auditing Problems

Deloitte Collection

1-1-1988

Discussant's response to "Reports on the application of
accounting Principles -- A Review of SAS 50"
Gary L. Holstrum

Follow this and additional works at: https://egrove.olemiss.edu/dl_proceedings
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
Auditing Symposium IX: Proceedings of the 1988 Touche Ross/University of Kansas Symposium on
Auditing Problems, pp. 096-100;

This Article is brought to you for free and open access by the Deloitte Collection at eGrove. It has been accepted for
inclusion in Proceedings of the University of Kansas Symposium on Auditing Problems by an authorized
administrator of eGrove. For more information, please contact egrove@olemiss.edu.

Discussant's Response to "Reports on
the Application of Accounting Principles—
A Review of SAS 50"
Gary L. Holstrum
University of Central Florida
I thoroughly enjoyed reading this paper. It is well organized and clearly
written. The author's extensive experience on Wall Street evaluating the
accounting implications of often-exotic financial instruments makes him wellqualified to discuss the background and implications of SAS 50. The paper does
a good job of illustrating how accountants may have difficulty determining
whether the provisions of SAS 50 apply in various circumstances. I generally
agree with the positions expressed in the paper, but disagree somewhat with
respect to the likely significance of SAS 50.

Determining When SAS 50 Applies
A major portion of the paper is devoted to the issue of deciding whether the
provisions of SAS 50 apply to various circumstances. The author provides
some basic examples and a somewhat elaborate decision tree for making this
determination. The paper gives an impression that the criteria for deciding
whether SAS 50 applies are highly complex and non-intuitive.
On the contrary, I believe that the criteria for determining whether SAS 50
applies are rather simple, straightforward, and intuitively logical. In determining whether and how SAS 50 applies, the accountant needs to evaluate the
following factors:
1. specificity of the communication (i.e., whether it addresses a specific
situation or a hypothetical one);
2. whether the communication is a written report, oral advice, or a
position paper (or speech), and
3. whether the communication is an important decision factor.
These factors are discussed below and shown in Table 1.
Specificity—One of the major provisions of SAS 50, which was described in
the paper, is the requirement for an accountant who is not the financial
statement auditor, but who issues a written or oral communication on the
application of an accounting principle, to consult with the financial statement
auditor under certain circumstances. An accountant's responsibility to consult
with thefinancialstatement auditor differs depending on whether the communication addresses a specific transaction (or a specific entity's financial statements) as distinguished from a hypothetical transaction. Quite understandably,
if the communication relates to a "hypothetical transaction," which is defined
as "not involving facts or circumstances of a particular principal," communica-
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tion with the financial statement auditor would not be meaningful and is not
required by SAS 50.
Oral Advice—For oral advice regarding a specific transaction or financial
statements of a specific entity, SAS 50 applies and consultation with the auditor
is required. However, if the oral advice relates only to a hypothetical
transaction, consultation is not required, and SAS 50 applies only if the
accountant is aware that his oral advice is intended to be used by a principal to a
transaction as an important decision factor.

Position Papers and Speeches—SAS 50 does not apply to position papers or
speeches unless they address specific transactions orfinancialstatements of a
specific entity audited by another accountant. Furthermore, consultation with
the auditor is required if the position taken in the paper or speech is intended to
be used by a principal to a transaction as an important decision factor.

Applying Table 1 to the Examples in the Paper
The author presents four illustrative examples and discusses how an
accountant should decide whether SAS 50 applies and whether consultation
with the current financial statement auditor is required. In the section of the
paper with the heading, "Other Means of Proffering Advice," the author first
describes a situation (I'll call it Situation A) in which an accountant forwards a
position paper that addresses only hypothetical transactions. This situation fits
in cell #6 of Table 1 and SAS 50 does not apply.

TABLE 1
DOES SAS 50 APPLY?
SPECIFICITY
SPECIFIC
HYPOTHETICAL
(Consultation not Required)
WRITTEN REPORT
to Principal
or Intermediary

#1
Yes—Consult

ORAL ADVICE
to Principal
or Intermediary

#3
Yes—Consult

POSITION PAPER
OR SPEECH

#5
Yes—SAS 50 applies.
Consultation required
only if position is an
important decision
factor. (Situation B)
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#2
Yes

#4
SAS 50 applies only if advice
is an important decision
factor. (Situations C and D)

#6
No
(Situation A)

In the following situation (Situation B), the accountant uses facts of a
specific transaction to illustrate a speech and apparently is aware that the
position taken in the speech is likely to be an important decision factor for a
principal of the transaction. This situation fits in cell #5 of Table 1, so SAS 50
applies and consultation with the financial statement auditor is required.
The next section of the paper, headed "Oral Advice," first describes a
situation (Situation C) in which an intermediary (investment banker) asks for
oral advice about a hypothetical transaction. This situationfitsin cell #4 of Table
1 and SAS 50 applies only if the accountant concludes that a principal to a
transaction would likely use the oral advice to the intermediary as an important
decision factor.
Situation C is then modified to indicate that the advice is sought directly by
the principal rather than the intermediary. This new situation (Situation D)
would be treated in the same way as Situation C and not require consultation if
the transaction being addressed is still hypothetical. However, consultation
with the auditor would be required if the advice addresses either a specific
transaction (completed or proposed) or the type of audit report to be issued on
a specific entity's financial statements (cell #3).
I am not arguing that the judgments required by SAS 50 are easy, but only
that the conceptual framework for making such judgments, as shown in Table 1,
is in my opinion clear, reasonable, and logically consistent.

Related Research on Auditor Changes
Since SAS 50 addresses the issue of potential opinion shopping, a question
arises as to the nature and extent of existing opinion shopping. Although
definitive research is not available on this topic, a number of studies have
addressed the topic and four recent studies seem particularly relevant.
McConnell [1984] conducted a study concerning auditor changes and auditrelated disagreements between management and the auditors. The study
reported on the "relevant disagreement involvement rates experienced by
both Big Eight and non-Big Eight firms as predecessors and successors to 748
auditor changes." The study showed that Big Eight firms had higher relative
disagreement involvement rates and that statistically significant differences
existed between Big Eight firms with respect to disagreement rates as both
predecessor and successor auditors. The study may possibly signal potential
opinion shopping situations, but the rate of disagreement involvement of
particularfirmsas either predecessor or successor auditor, though interesting,
does not provide conclusive evidence that a particular firm is more (or less)
susceptible to opinion shopping. The results do provide promising hypotheses
for further research on the topic.
Schwartz and Menon [1985] conducted a study of auditor switches by failing
firms that gathered data for a sample of 132 failing (bankrupt) firms and a
matched-pair sample of non-failing firms. Results indicated that failing firms had
a greater tendency to switch auditors but that qualifications of audit opinions
were not statistically associated with auditor displacement by the failing firms.
Chow and Rice [1982] studied the association between auditor "subject to''
qualifications and auditor changes. Although their results implied an association
between qualified opinions and auditor changes, they found that companies that
98

switched auditors were more likely to receive a qualified opinion in the
subsequent year than those that did not switch.
In a follow-up to the research of Chow and Rice, Smith [1986] conducted a
study that addressed the potential for opinion shopping related to one type of
audit opinion, the "subject to" qualification related to continuation as a going
concern. The study reported on 139 cases in which an auditor change followed
a "subject to" opinion being issued the previous year. The successor also
issued a qualified opinion in the subsequent year in 100 of the 139 cases. In 20
of the remaining 39 cases, the predecessor auditor subsequently reissued its
report as being unqualified. Smith studied the remaining 19 cases and found
that an apparent disagreement existed between the predecessor and successor
auditor in five of the cases. Consequently, the study demonstrates the
possibility that "successful" opinion shopping may have occurred in five of the
139 cases.

Conclusions Regarding the Contribution of SAS 50
I generally agree with most of the conclusions of the paper, but have a
somewhat different assessment of the need for SAS 50 and its overall
contribution. I agree with the author that providing reports and oral advice on
complex accounting matters serves a useful function and that SAS 50 quite
appropriately still allows these services.
I disagree with the author about the significance of SAS 50. The author
implies that SAS 50 is perhaps of little significance, stating (page 92): "At most,
SAS 50 spotlighted on the 'stage' of a formal standard, a requirement to
consult that had been always in the profession's 'wings' as an ethics
interpretation." I disagree on this point. First, addressing an important
professional issue as a standard (SAS), rather than an interpretation, may in
itself be appropriate and significant. Second, and more importantly, SAS 50 is
much more explicit and complete than the superseded ethics interpretation in
identifying specific performance, consultation, and reporting standards for
reports on the application of accounting principles.
The topic of potential opinion shopping is an important issue that has been
addressed by various SEC Commissioners, the Chief Accountant of the
Enforcement Division of the SEC, the Treadway Commission, and numerous
other speakers and writers who are concerned with the role of the auditor.
Although the actual frequency of opinion shopping may be very low, the public
perception that it may occur in certain marginal cases and not be disclosed
could have a highly debilitating effect on capital markets.
Consequently, I regard as significant any action taken to control potential
opinion shopping, to require disclosure of activities that could signal its
occurrence, while at the same time allowing a healthy communication between
the profession and the business and investment communities regarding
emerging accounting and economic issues.
Finally, the issuance of SAS 50 should not be evaluated in isolation from
recent related pronouncements. Such related pronouncements include (1) the
SEC ruling (which became effective the day this paper was delivered) requiring
disclosure of SAS 50 communications occurring within two years of an auditor
change, and (2) the FASB proposed standard onfinancialinstruments.
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In summary, I believe that SAS 50 is a crucial and necessary element in the
whole package of recent related actions of the Auditing Standards Board, the
SEC, and the FASB that collectively provide a reasonable and cost-effective
move toward controlling opinion shopping or at least disclosing actions that
could signal its potential occurrence.
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